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A Guide For Hedging Changes
In Servicing-Released Premiums
A volatile market requires hedging strategies that produce positive results.

By Dave BennettA key issue for many mortgage 
lenders is how to hedge the 
fluctuations in servicing- 

released premiums (SRPs) that occur 
when rates move during the rate-lock 
period. When a lender sells loans on a 
servicing-released basis, the aggrega-
tor is purchasing both the base loan 
and the servicing rights. An SRP is the 
amount that an investor will pay for 
the right to service a given loan over 
time. 

Factors such as interest-rate levels, 
market volatility, credit availability 
and current real estate price projec-
tions, among others, affect at what 
price an investor will buy servicing 
rights. For a lender that is selling 
loans on a mandatory basis, the value 
of this premium can change dramati-
cally from the day the loan is locked 
until the day the lender sells the 
closed loan to an aggregator. 

The change in SRP value can cause 
fluctuations in month-to-month profit 
and loss for the lender that may not be 
adequately covered through its pipe-
line hedge strategy. Prepayment  
assumptions directly - and inversely - 
impact the SRP value. Current interest 
rates and interest-rate projections 
have the greatest influence over pre-
payment assumptions and, conse-
quently, the greatest influence over 
SRPs.  

As mortgage rates fall, SRP values 
decline as expected prepayment 
speeds for a given interest rate in-
crease. The opposite happens as rates 

increase and prepayment expecta-
tions decline, pushing the value of 
servicing higher for a given rate.  

For a mortgage lender, the value of 
the base mortgage is moving in the 
opposite direction. As rates move up, 
the base value of the pipeline is de-
creasing, and vice versa. With these 
dueling price movements, although 
not equal in magnitude, a mortgage 
lender can use a portion of its own 
mortgage pipeline to hedge the chang-
ing SRP values.

Aggregator assumptions
Each aggregator may calculate 

SRPs in a different way. For most, 
either a static grid and daily par rate 
is given to lenders for each loan type, 
or a grid of note-rate level adjusters is 
used that encompasses the daily par 
rate.  

As underlying mortgage rates 
change, the par rates or note-rate lev-
el adjusters also change so that each 
note rate has its own specific SRP val-
ue. For the most part, lower note rates 
are assigned a higher value because 
the aggregator is assuming lower pre-
payment speeds. A lender should be 
aware that there is not a standard set 
of prepayment assumptions that the 
mortgage industry uses.  

Each aggregator may use a dis-
tinct set of prepayment speeds. The 
lender’s profitability is subject to 

these speeds and should be hedged 
accordingly. The accompanying 
chart shows prepayment speed as-
sumptions for a Fannie Mae 30-year 
to-be-announced (TBA) +50 basis 
points (bps) versus an actual aggre-
gator’s assumptions as described by 
their SRP adjusters. In this example, 
the constant prepayment rates (ex-
pected prepayment speed measure-
ment) are coupled together closely 
for lower note rates, but the higher 
the note rate, the more the two sets 
of speeds begin to diverge.  

The higher aggregator speeds for 
the higher note rates lead to lower 
SRPs for lenders delivering those 
rates. One can also see from the steep-
ness of the prepayment curve that if 
rates move by 50 bps between the lock 
date and when the closed loan is sold 
to the aggregator, the SRP value can 
be dramatically different.  

To hedge this risk, the lender first 
needs to break apart the individual 
risks in the pipeline.

The put option
A typical mortgage bank hedges 

pipeline interest-rate risk by short-
selling TBAs. Since the base value of 
a conventional mortgage lock is based 
off of a Fannie Mae or Freddie Mac 
mortgage-backed security, shorting 
this security will offset a majority of 
the rate-lock price fluctuations.  

The lender, however, is also short a 
put option to the borrower. The bor-
rower has the option during the lock 



Copyright © 2009 Zackin Publications Inc. All Rights Reserved.Subscription information is available online at www.sme-online.com.

period (barring cases, for instance, in 
which the underwriter denies the 
borrower) to exercise that option 
and close the loan at the locked rate 
and price. This is the option for 
which the mandatory hedger may 
regularly add or subtract coverage. 

For example, a borrower is more 
likely to exercise this option if inter-
est rates have climbed since the time 
of rate lock. Similarly, the probability 
of the loan closing at the original rate 
and price declines if rates fall during 
the lock period. Because of this, 
there is not a 100% chance of the lock 
closing at the original terms.  

Thus, on day one, the hedger may 
assign a percentage chance that the 
lock will close as locked. For this ex-
ample, assume 70% is the pull-through 
probability assigned to the locked 
loan. (The loan has a 30% chance of 
falling out of the pipeline or renegoti-
ating to current rates). If the 30-day 
lock is a 5.5% note rate on a 30-year 
conventional loan, the hedger may 
sell 70% of the loan amount of a FN30 
5% coupon TBA to offset the risk. 

If the mortgage market rallies, the 
lock increases in value and the hedg-
er’s TBA short will decrease in value 
by roughly the same amount. With 
market prices higher, current rates 
are lower, and the borrower is less 
likely to exercise the option on the 
loan.  

The hedger can drop the coverage 
to 60% on this lock to reflect the lower 
chance of closing and will subsequent-

ly have to buy back 10% of the hedge 
at a loss. This hedge will help offset 
the price movements of a lock that the 
lender intends to sell servicing- 
released, but it does not completely 
take into account the expected change 
in price. The lender should take into 
consideration that, while the base 
mortgage has gained value, the SRP 
value has decreased.  

The call option
Besides being short the put option 

(on the 30-day lock), the mandatory, 
servicing-released hedger is also short 
a call option (on the term of the mort-
gage) ,  which  is  re f lected  by  
the variations in SRP. At any point 
during the mortgage term (30 years, 
for instance), the borrower can pre-
pay some or all of the loan.  
	 Other than extreme circumstances, 
the borrower will likely exercise this 
option after rates have declined, (e.g., 
the borrower has taken out a 5.5% 
loan and is able to refinance for 4.5% 
because mortgage rates have fallen.) 
While the put option is the primary 
driver in whether or not a loan closes, 
it is not the sole determinant of profit 
and loss on the loan.  
	 The call option, the main compo-
nent in pricing SRPs, also impacts the 
price at which the lender can sell  
the loan. Most pertinently, with both 
the call option and put option struck 
at the same note rate, the former  
will increase in value as the latter  
decreases.

	 For the same reason that the bor-
rower is less likely to close a given 
lock if mortgage rates have dropped 
since the time of lock (the put option 
is out of the money), aggregators will 
pay less for SRPs, because the pre-
payment odds have increased (the 
call option is in the money).
	 The investor is likely to get this 
servicing cashflow stream for a 
shorter period of time. Since SRPs 
have decreased in value as rates 
have fallen, a logical way to hedge 
this interest-rate risk is to buy 
TBAs.  
	 Given the scenario above, howev-
er, it would be costly to buy and sell 
the same TBAs to hedge the different 
risks. Instead, the lender can sell less 
coverage than the 70% required in 
the above example and then set up 
two sub-accounts to track the price 
movements of both the base loan 
and SRP. The lender can then trans-
fer the amount of required hedge be-
tween the two, with the lower 
amount of short coverage required 
on the base loan balanced and dis-
played as a long position covering 
the servicing value.

The hedger is effectively buying 
coverage from him- or herself, there-
by avoiding paying the bid/offer fees 
to a dealer if actual long positions 
were executed to cover the SRPs.

For a mortgage bank, there are 
several external benefits to employ-
ing one’s own mortgage pipeline as a 
hedging mechanism. With the Federal 
Reserve committing $1.25 trillion to 
purchase mortgage-backed securities 
through the end of 2009, interest rates 
have remained relatively low.  

Low borrowing rates, combined 
with cheaper real estate values, have 
resulted in lender pipelines doubling 
and tripling (in some cases, increas-
ing in greater multiples) in size.  
Meanwhile, there are fewer counter-
parties with which to hedge now than 
there were two years ago. With fewer 
entities with which to trade, credit 
has become scarcer. 

The result: The mandatory hedger 
has fewer places to hedge more pipe-
line volume. This has ultimately 
caused wider bid/offer spreads and 
has made hedging more costly. 

Sources: Compass Analytics and Bloomberg
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	 By selling less in TBA coverage to 
Wall Street through hedging SRPs 
with one’s own pipeline, the manda-
tory hedger will be left larger open 
credit lines at a greater number of 
dealers and can get bids and offers 
with more dealers in competition. 
This approach may ultimately lead to 
tighter bid/offer spreads as transac-
tion volumes decrease.  

Tracking SRP risk
Instead of blending the coverage 

of the two risks - the pipeline risk 
and SRP risk - into one position, the 
mandatory hedger can separate out 
the two positions and track them in-

dividually. Though it may seem easier 
to run the position a little longer or 
lower pull-through assumptions to 
compensate for the SRP risk, seg-
menting out the individual risks actu-
ally makes the net position and profit 
and loss easier to track.  

Due to the optionality involved 
in both servicing values and base 
mortgage values and because of the 
different assumptions aggregators 
have for servicing, there will not be 
a one-to-one change in servicing-
released loan values for a given 
change in TBA prices. 
	 But, by separating out the risks 
involved, the hedger can see the 

change in value between the two 
positions, transfer TBAs between 
the sides, and then add or subtract 
coverage from either position as 
required.  

By successfully employing this 
approach, the mortgage hedger will 
more accurately depict the actual 
risks, better hedge the pipeline, and 
incur less profit-and-loss fluctuations 
from month to month. SME

	 Dave Bennett is an account man-
ager with Compass Analytics, based 
in San Rafael, Calif. He can be 
reached at (415) 462-7500.
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